FINAL REPORT OF THE GOVERNOR’SCOMMISSION TO
MODERNIZE STATE FINANCES

Overview

In February 2002, Gov. Mike Easley issued an executive order creating the
Commission to Modernize State Finances and named Thomas Ross, the executive
director of the Z. Smith Reynolds Foundation, asits Chair. The Governor named 15
other North Carolinians with broad expertise to the Commission, which has met monthly
sinceits appointment. The Commission members are listed in one of the appendices.

Governor Easley created the Commission out of arecognition that the state’s
fiscal system faces long-term challenges. Reform iscrucial in order for the state and
local governments to be successful at meeting the needs of their citizens. The
Commission was charged with the task of modernizing state finances to ensure that the
state’' s revenue system was more stable, fair and sufficient over the long term. Unlike the
2001 Efficiency and Loophole-Closing Commission, the Modernizing State Finances
Commission did not have a specific revenue target to achieve. Rather, the Governor
sought recommendations and insight as to crucial improvements for the long-term fiscal
health of North Carolina.

The Goals of the Commission
In order to guide its work, the Commission discussed and approved several

principles as the goals of the Commission. These goalsincluded:

1. Equity. A revenue system that ensuresthat all taxpayers pay afair and
equitable share of their income and wealth in state and local taxes. Those
who benefit from services appropriate for user fees should pay the true cost.

2. Competitiveness. A revenue system that ensures that North Carolinaremains
competitive with other states in tax and revenue policy and promotes long-
term, sustainable economic development, job creation and growth.

3. Sufficiency. A revenue system that provides enough resources over timeto
provide essential government services without wide variances from year to
year.



4. Smplicity. A revenue system that is easier for taxpayers to understand and
comply with and for administrators to administer.

5. Efficiency. A revenue system that does not interfere unduly with good
economic decisionmaking.

6. Appropriate Federalism. A revenue system that provides both state and local
government with appropriate tools for raising revenue to meet the growing
needs of each level of government. The system should include consideration
of federal tax policy for simplicity, uniformity and deductibility.

Various members of the Commission noted the tension among these goals.

Current Situation

The State-Local Partnership

Due to the wisdom and foresight of Governors and legislators of an earlier
generation, North Carolinain 1921-33 committed itself to the state financing of the
essential servicesthat al citizens need wherever they live and should not vary
substantially in availability and quality from county to county. One consequence of that
policy decision isthat North Carolinarelies more heavily than does aimost any other state
on state taxpayers to finance roads, schools, corrections, and courts. Because the state
does not levy a property tax, income taxes (individual and corporate), franchise taxes,
sales taxes, and motor vehicle fuel taxes and fees are relatively higher in North Carolina
than they are in many states. Property taxes are correspondingly lower here than in most
states, because lessreliance is placed on that source than in most states. Therefore, in
any comparison of tax burdens from state to state, it is essential that both state and local
taxes be combined in order to gain avalid understanding of the subject.

In 1998-99 (the latest year available), North Carolina s state and local tax burden
combined ranked 29" in the nation on a per-capita basis and 33 as a percent of personal
income. The state ranks 17" in per capita state taxes and 38" in per capitalocal taxes.

In that year, North Carolina state government levied 71 percent of state-local taxes.
Nationally, state governments levy 61 percent of thetotal. All of our neighboring states
require local governments to fund a greater share of the state-local tax burden than our
state.



The table below shows the source of major taxes as a percent of total state and
local taxes for North Carolina, the Mid Southeast (which includes the four bordering
states and Kentucky), and the nation. It shows that North Carolinais more reliant on the

income tax, and less reliant on sales and property taxes, than states in the region and the

nation as awhole. Nationaly, the property tax is the largest major source of state and

local taxes and is the most stable tax.

Certain Taxes as aPercent of Total State and Local Taxes,
North Carolina, the Mid-Southeast, and United States, 1998-99 Fisca Y ear

North Carolina Mid Southeast United States
Individua Income 32.5% 26.2% 23.2%
Sadesand Use 21.7% 26.8% 24.6%
Property 21.5% 24.3% 29.4%
Other 24.3% 22.7% 22.8%
Total 100% 100% 100%

The Current Budget Situation
This report comes in the wake of two successive years of substantial revenue

shortfalls. General Fund revenues fell short of projections by amost four percent (or
over $500 million) in 2000-01 and an unprecedented $1.55 billion (or amost 11 percent)
in 2001-02. Thisinstability provides one reason for the need for reform.

The Necessity of Change

The state’ s tax code was updated in the 1920's and 1930’ s, when agriculture and

traditional manufacturing dominated the state’s economy. Record numbers of local

governments had defaulted on their bonds. Property taxes were the primary revenue

source for state and local government, and the state faced massive budgetary shortfalls.

Much has changed in the decades since Governors Gardner and Ehringhaus

confronted these tough issues. The state’'s economy has become increasingly service-

based, with fully half of consumption from the service sector today. People shop over

the Internet, not always at the local store. The manufacturing and agriculture sectors

continue to shrink as a share of the state’s employment. Once-dominant industries such

as apparel manufacturing barely exist in the state any more.




Thetax policy changes of the 1920s and 1930s have largely been beneficial.
Today, more North Carolinalocal governments have AAA bond ratings, the highest
possible, than in any other state. The state’s per-capitaincome rose from 47 percent of
the national average in 1929 to 90 percent of the national average in 2001, and the state
has reversed decades of population decline and stagnation as more people choose to live
and work in the Tar Heel state.

The expectations of government have changed as well over time. Medicaid, the
fastest-growing and second-largest item in the state budget, was not even created until the
1960s. For thefirst time, North Carolina has eclipsed the national average in terms of
the rate of college attendance, as new generations find that postsecondary education is
crucia for success in the global economy and older generations find that their workplaces
are disappearing and their skills need upgrading. The environment and urban growth
management are relatively new concerns for North Carolina.

The late 1990s were an unprecedented good time for state governments across the
country, and North Carolinawas no exception. The combination of a soaring stock
market and the increase in consumption over saving spurred rapid growth in income and
salestax yields. But now the subsequent decline and ongoing volatility of financial
markets and the growth in personal debt rai se questions about whether that pace of
revenue growth will ever be seen again. Many believe that it will not.

North Carolina needs afinance system that reflects all of these new redlities. The
state must make changes to ensure that our economic growth can continue, that adequate
services can be provided, that the burden for government spending is spread fairly, and
that emergencies — both natural and economic — can be withstood.

Tax Reform Efforts

The Commission to Modernize State Finances isthe latest in along line of efforts
to address tax reform issues. North Carolina s leaders of both parties have recognized
the need to make changes, athough these changes have been slow in coming. Inthe late
1980s, the state moved to conform its income tax more closely to that of the federal
government, eliminating thousands of North Carolinians from the incometax rolls. In

the early 1990s, the Economic Futures Study Commission noted:



Modernization also requires that the state tax system be made more responsive to
the future growth of income and consumption in North Carolina. If thisgoal is
not achieved, then the General Assembly will be forced to result time and again to
ad hoc measures to increase revenues or control spending. By their nature, ad hoc
revenue and expenditure adjustments under severe budget pressure are unlikely to
contribute to tax equity or tax modernization, except by accident (p. 17).

This quote is equally valid today. The 1991 Commission recommended taxation
of services and areduction in the use of corporate incentives, two items discussed by this
Commission.  Within the past few years, both the General Assembly and Governor
Easley have appointed commissions to make recommendations about the improvement of
thetax code. The 2001 Governor’s Efficiency and Loophole-Closing Commission made
several recommendations to end tax preferences, the vast majority of which were
ultimately adopted by the General Assembly. The 2001 Commission, which met for two
months, urged further study of many of the issues that this Commission examined in its
work. Certainly this Commission’swork will not be the final word on tax reform.  But

it continues the discussion on this important matter.

The Processes of the Commission

The Commission has been organized into three subcommittees. the New
Economy subcommittee, the Tax Simplification subcommittee, and the
Intergovernmental Relations subcommittee. Due to staff and member time conflicts,
most of the work in recent months has been done in full Commission meetings.

Subcommittees received input from state agencies, including the Departments of
Revenue and Commerce; local government associations and officials; nongovernmental
tax experts,; and taxpayer representatives.

At its October meeting, the Commission authorized Chairman Ross, the three
subcommittee chairs, and Commission staff to delineate a series of recommendations that
meet the Commission goals and reflect the Commission’s deliberations. Those
recommendations have largely been amended or accepted, and some other

recommendations are included in this report.



The Proposed Recommendations—Move To Broader Basesand L ower Rates
The overall recommendation of the Commission isthat state and local taxes have
broader bases and, in some instances, lower rates. This general recommendation isthe

best way to ensure simplicity, fairness, sufficiency and stability.

Taxes
1. Sales Taxation

The sales and use tax generated the most discussion by the Commission, perhaps
because it has been widely recognized as one of the magjor taxes most impacted by
structural changes in the economy and by economic downturns. Last year, the state sales
tax generated over $3.7 billion in revenue, although sales tax revenues fell short of
projections by over six percent. Most economists agree that salestax revenuesin recent
years have been greatly aided by the increase in Americans' consumption patterns, a
trend that many believe cannot continue.

Today, most North Carolina consumers pay six and one-half or seven percent on most
tangible goods and a limited number of services. Currently, the state sales tax rateis four
and one-half percent on most tangible goods and a very limited amount of services.

Local governments receive two or two and one-half percent, distributed partially on a
point-of-collection basis and partially on a per-capitabasis. (Mecklenburg County levies
an additional one-half cent salestax). Effective December 1, 2002, counties were
permitted to levy an additional one-half cent sales tax by action of their boards of county
commissioners. A large mgjority of counties have done so.

The salestax islevied at different rates on different items. Manufactured homes,
utilities, satellite television, airplanes, boats, manufacturing machinery — all of these
items are taxed at rates between one and six percent at the state level. These differentia
rates increase the complexity of the tax code.

The sales and use tax faces two major challenges. First, the economy is growing
substantially more dependent on services, thereby diminishing the current sales tax base,

which is primarily goods-based. Second, the growth in the use of the Internet and mail-



order merchants to purchase taxable items makes compliance with sales and use tax more
difficult, because many of these merchants do not have sufficient presence in North
Carolinato be required to collect and remit the tax. Many taxpayers do not understand,
or do not comply with, the longstanding law that they pay use tax on purchases consumed
in North Carolinafor which sales tax was not charged by the out-of-state merchant and it
isvirtually impossible to enforce this provision.

The original intent of the salestax wasto levy atax on transactions. Because the
economy has changed so much in the past seven decades, many transactions are not taxed
or taxed at a partial rate. The Commission recommendations in this area are an attempt
to comply with the original intent of the salestax. The Commission does so with the

recognition that many states have not accomplished such arestoration at thistime.

The Commission makes the following recommendations regarding the sales and

use tax:

e Eliminatethedifferential rates of taxation of goods and services and
remove caps on the salesand usetaxes. Asexplained above, there are eight
different state sales tax rates. Caps, such as $80 on an “item” of machinery
and equipment, are difficult to use in afair and efficient manner. The
Department of Revenue has noted that the existing system of rate and cap
preferences is administratively burdensome. The Commission concludes that
items should either be taxed fully or not at al, including sales-like taxes on
amusements and entertainment.

¢ Eliminate salestax exemptions. The salestax specifically exempts
numerousitemsin G.S. 105-164.13 and G.S. 105-164.14. The Commission
recommends that each of these exemptions should be considered for
elimination if appropriate, especially because many of these exemptions have

not been reviewed in many years.

The exemption of the state sales tax on food is an example of these
exemptions. Currently, the North Carolina consumer pays two percent sales

tax on food purchased for home consumption. The revenues from this two



percent tax benefit only local governments, as it was only the state sales tax
on food that was eliminated in the late 1990s. No change was made in the
local effective sales tax rate of two percent on food to consumers. The
additional one-half cent sales tax that most local governments have
authorized (and others may authorize) after December 1, 2002 does not
include food in the base. The Commission notes that the difference in base at
the local government level over the tax of food must be changed in order to
comply with the Streamlined Sales Tax agreement to which North Carolinais
committed. The Commission also notes that the General Assembly recently

acted to exempt food from the sales tax base.

Consider the expansion of the salestax baseto include more services.
The Department of Revenue's Tax Research Division has found that the
possible tax base of services would nearly double the existing sales tax base of
goods and utilities. Assuch, the estimated state sales tax rate could be
reduced markedly if all goods and services weretaxed at that rate. Because
so few states tax services, the data used to perform these cal cul ations may not
be sufficiently reliable to use for revenue projections. The Tax Research
Division has used gross receipts as a proxy for sales to customers, although
such recel pts may include some things not related to sales to consumers, such
as earnings on investments or the sale of some asset.

The Commission notes that the failure to tax services contributes to the
discrepancies and inconsistencies in the salestax code. The Commission
cites the fact that alawn mower is taxed, but lawn serviceis not, to support
this observation.

However, the taxation of servicesis very complicated and changes should
not be made without further analysis. The Commission notes several issues

that merit closer consideration than our time has allowed. These include:



Appropriate exemptions. Some observers have noted that some services,
such as medical care, are so important and basic that an exemption may be
merited. Moreover, the Commission iswary of taxing business inputs, which
are goods and services used in the production of afinal good or service, asthis
results in a cascading effect and reduces efficiency. Many services that could
be taxed, such aslega and accounting services, are used by businesses, and
thereby complicate the efficiency problem. However, thisissueisnot new in
North Carolinatax policy. An Office of State Budget and Management study
showed that businesses paid almost 25 percent of the general sales tax

(excluding food bought for home consumption) in 1990-91.

Competitiveness. The taxation of services varies across states. Many
states tax the repair of tangible personal property, while very few tax
professional services. Any future analysis should benefit from experiences of
other states in approaching service taxation.

Representatives of service industriestestified that such taxation would be
burdensome and add to the regressivity of the system as awhole.

Services have become such an important part of the economy that any
examination of atax on consumption —the goal of the sales tax — should
consider theinclusion of servicesin the tax base. Further, the services sector
of our economy is expected to continue to grow at a much greater rate than
that of goods.

Adopt changesrequired to comply with the Streamlined Sales Tax
Agreement. Representatives from 35 states, including North Carolina,
recently completed a historic agreement to simplify state and local sales tax
systems across the nation. Charles Callins, the former director of the Sales
and Use Tax Division, was one of the co-chairs of the commission that
negotiated this agreement after several years of work. The General Assembly
has approved several interim steps to ensure our participation in the

agreement. This Commission recommends the adoption of further measures



to ensure equity among competitors and ease administrative burden on

merchants and their customers.

e Simplify theadministration of local salestaxes. The Department of
Revenue has noted that it is difficult for taxpayers and the Department to
determine the source county for local salestaxes. A state formulafor
distributing sales tax revenues to counties and municipalities would be the

easiest way to ensure fairness and compliance.

2. Individual Income Tax

Theindividual income tax isthe workhorse of the state tax system. It
generates over one-half of all General Fund revenue. However, its actual yield
has fallen short of projectionsin recent years. In 2001-02, it fell aimost 13
percent —over $1 billion — short of its projection. Thisvolatility islargely due to
the drop in income from capital gains, bonuses and other such nonwage income.
Currently, the state ranks 11" nationally in individual income tax burden,
primarily because the state pays for a greater share of education, court, and
correctional expenses than most other states. Local governments pay a smaller
share of these expenses, |eading to |lower-than-average property tax burden
described earlier.

The Commission has identified several major issues surrounding the
incometax. First, North Carolina sincome tax marginal rates are significantly
higher than those in other states, especially for higher-income taxpayers.
However, most of these taxpayers can deduct state income taxes paid from federal
taxable income, thus reducing the real burden of thelr state income tax paid by
nearly 40 percent. Second, the income tax has grown increasingly complex in
recent years, due to a proliferation of tax credits and the growing gap between
federal exemptions and deductions and state exemptions and deductions. Third,
North Carolina s state and local tax system isregressive, and a strong individual
income tax helps offset that regressivity. Fourth, the state has higher margina

income tax rates than most Southeastern states, giving rise to a concern that the
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state has difficulty competing for crucial economic development and job creation
opportunities. . The Commission also noted that a significant number of
taxpayers have very little taxable income and pay avery small share of the
incometax. In 2000, taxpayers with less than $10,000 in taxable income
represented one-third (almost one million) of the taxpayers, but less than four

percent of income taxes paid.

The Commission recommends the following:

e Thestateincometax should tie more closely to the federal tax
code.
The federal income tax code is progressive. The state could simplify
the state income tax by eliminating most adjustments to federal
definitions of income. Some adjustments, such as those required by

the Bailey decision, would have to remain.

The Commission notes that the ssmplest solution would be to use the
federal definition of taxable income. However, that use would result
in asubstantial increase in the value of standard deductions and
personal exemptions, and therefore would reduce state income tax
receipts. An alternative would be to use a broader version of income,
such as federal adjusted gross income or total income. The state could
also useits own values for standard deductions and personal

exemptions.

These changes would broaden the base and allow the tax rates to be
lowered to levels similar to those in other states. There are 16 tax
credits (outside of business tax credits) in the individual income tax

code, many of which have very high error rates.
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Adopt strategiesto help low-incometaxpayers. Several
Commission members believe an earned income tax credit, such as
proposed by Gov. Easley last year, would provide targeted relief that
offsets regressivity elsewhere in the system. The earned income tax
credit is part of the federal tax system. Families with children and
earnings below $30,000 are the primary recipients of the credit.
However, the creation of anew credit when others are repealed adds
some new administrative difficulty, athough the tie to the federal
credit may mitigate substantial enforcement issues.

The Commission also discussed other aternatives to achieve the
goal of relief for low-income income taxpayers. Theseinclude: a
“no-tax” threshold for those with taxable incomes below $10,000
or areduction in the beginning marginal income tax rate from six

percent to alower number.

3. Corporate Income/Franchise Taxes

The corporate income tax is one of the most volatile of all revenue
sources. Its Genera Fund yield fell 30 percent below expectations last year, and
was about half of its 2000 high. There are a number of reasons for the decrease in
liability, such as declining corporate profits, the increased use of tax planning
schemes by multistate corporations and the use of tax credits.

The state’ s corporate income tax rate of 6.9 percent is higher than ratesin
most of our competitor states. Because economic growth and job creation are so
crucial to the ability of a state to meet its financial needs, changes to business
taxation must be thoroughly analyzed so as to maintain a good business climate.

The Commission recommends the following:

e Elimination or simplification in the use of tax credits. Since

1996, the state has enacted a series of tax law changes geared to
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promote economic development (the William S. Lee Act). In
2002, the General Assembly enacted legidlation to tighten
eligibility for these tax credits, especialy in urban counties. Gov.
Easley has argued for reduced use of tax subsidies, replacing these
subsidies with performance-based grants designed to increase
efficiency. The Commission finds these efforts should be

continued in order to help maintain our competitiveness.

The Commission finds that a research and development tax credit
should remain, due to its substantial economic benefits. The
Department of Commerce and some taxpayers contend that North
Carolina stax incentives are less generous than those provided in
other states.

Simplify taxation by moving to combined reporting by related
entities, asrequired at thefederal level. Inthe past two years,
the General Assembly has acted to limit the ability of related
corporations to reduce their North Carolinatax liability. The move
to a combined reporting system, required in many other states, may
clarify the rules for both taxpayers and tax administrators.
Combined reporting is required at the federal level and may help
simplify the administrative burden for business taxpayers. The
Commission recommends that this move be done carefully, asthe
effects on state revenues are not easily determined. Department of
Revenue staff would have to be trained to handle this shift.

Moder nize thefranchisetax. The Commission finds that the
evolution of new forms of business organization has led to
inequities in the imposition of franchise taxes. The Commission
recommends that the state impose the franchise tax on all types of
business organizations, not just on traditional corporations. The

Commission recommends that the revenues generated from this
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base broadening could be used to establish a minimum net worth
threshold for payment of the tax. The franchisetax rate could also

be reduced in the process.

Consider the effect of establishing a throwout provision. Itis
commonly held that all income of a multistate corporation should
be taxed, and taxed only once, among states where the corporation
conducts business. The majority of the states with corporate
income taxes have a“throwback” or “throwout” provision to
ensure that all of acorporation’sincomeistaxed. A “throwout”
rule provides that the corporation’ s sales to customers in states
where it has no nexus, and therefore is not taxed, are not included
in the calculation of state tax liability. However, the Commission
recognizes that North Carolina’ s border states do not have a
throwback or throwout rule, and that the General Assembly did not
adopt the throwout provision that was approved by the House of
Representatives as part of their original 2002-03 budget proposal.

Conform mor e closely to the federal definition of corporate
income. This simplifies tax administration and computation.
There are now several dozen adjustments to the federal income in
determining state income, and each should be evaluated on its
merits. The interest expense deduction for financial institutionsis
the best-known example of these types of adjustments. The
Commission aso finds that North Carolinais one of the few states
to use net economic loss rather than net operating lossin the
calculation of state corporate income tax, and that the effects of
using federal net operating loss instead of net economic loss be

considered.
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Consider the effects of a move back to the equal weighting of
payroll, property and salesin deter mining the share of income
taxed by North Carolina. Currently, multistate corporations
calculate their North Carolinaincome tax liability by determining
their shares of property, payroll, and salesin North Carolina. In
the late 1980s, the formula was changed from equal weighting of
these three factors to a double-weighting of the sales factor. This
change was made in order to provide relief to companies that own
significant property and employ a significant portion of their total
workforce in North Carolina. Thisweighting formularesultsin a
net loss of approximately $60 million to the state coffers when
compared to the previous formula. Other corporations, especially
those that conduct all of their business within North Carolina, have
to pay higher corporate income taxes in order to compensate for
thisloss. For thisreason, the Commission recommends
consideration of the effects of returning to the previous formula.
Most states, however, have moved to North Carolina's current
system of “double-weighting” the sales factor in order to maintain

competitiveness.

4. Other Tax Issues

The Commission notes that the state receives substantial revenue from taxes on
specific products, such as acohoal, cigarettes, and gasoline.  Some Commission members
noted that these types of taxes may result in economic inefficiencies, as the singling out
of certain products and industries violates the principle of broad bases and low rates.
North Carolina alcohol taxes are generaly higher than those in other states, while its
cigarette taxes are far below the national average. The state has a higher than average
gasoline tax, resulting from the fact that the state pays a higher than average share of the
costs of road and highway construction than do other states.
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The Intergovernmental Relations Subcommittee spent substantial time on local

government financeissues. Because state-local roles were generally set in the 1930s, it

istime for some updated changes. For this reason, the Commission recommends the

following:

Shift Medicaid program costs from countiesto the state
government. Medicaid expenditures are highest in the poorest
counties in the state, because the program provides health care to
low-income families, the aged, and the disabled. Because counties
have no policy authority over Medicaid and many do not have the
tax base to continue to fund a substantial share of this rapidly
growing program, the state should pay all of the nonfederal costs
of the program, as do over 40 other states. The Commission notes
that the state half-cent salestax levied in 2001 and due to expire on
June 30, 2003 could be extended to pay for most of the current
county share of Medicaid costs.

Establish a new State-L ocal Relations Commission. In May,
the Commission approved a recommendation to the Governor that
he request that the General Assembly establish a Commission on
State-Local Relations. This Commission should re-examine the
ability of countiesto provide crucial public facilities such as
courthouses and public schools, the status of current functions of
state and local governments, the ability of local governments to
levy certain taxes from a menu authorized by the General
Assembly, the content of such a menu, and other issues that this
Commission felt important, but beyond its scope and time. This
Commission should have a definite sunset date and report back to

the Governor and General Assembly as soon as possible.
Review the state unemployment insurance tax laws. Although

not part of the General Fund, unemployment insurance taxes

should be examined as well in any comprehensive examination of
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thetax code. The Commission recommends that N.C.
unemployment tax |aws be reviewed and changed as needed to
avoid the possibility that some entities may adopt techniques that
artificially and unfairly reduce state unemployment insurance tax

collections.

Other Nontax Finance | ssues

1. Fees

The Commission believes that fees should be routinely evaluated to determine
if they are covering the appropriate share of the cost of government services to which
they apply. The Office of State Budget has produced a 359-page report on the
various fees assessed by state government agencies and boards. The Commission
recommends that the State Budget Office recommend an increase in feesto cover the
cost of selected services, especially for those that have not been increased in several
decades. Thisanaysis should include consideration of the cost of collecting fees and
perhaps recommend some fees to be eliminated.

For instance, some Commission members argued that some fees — or fee-
like revenues such as privilege license taxes and installment paper taxes — are
administratively burdensome for both state officials and taxpayers. The average
privilege license tax is $185, with the average professional privilege license tax of
$45. Repeal of some such feesthat are not directly related to services, serving as de

facto taxes, may aso be appropriate.

2. Rainy Day Fund

North Carolina s Executive Budget Act requires that the state deposit 25 percent
of the General Fund money remaining unspent at the end of the fiscal year into the
state’' s Savings Reserve Account (the “rainy day” fund), until the fund reachesfive
percent of the prior year’ s general fund spending. While the state was able to reach

this five percent target for some time, lawmakers decided to use rainy day funds for
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Hurricane Floyd relief and recovery and for payment of court judgments and have not
maintained the fund at an appropriate level.

Recent research on economic downturns in North Carolina history showed that
the recessions in recent years have resulted in increased severity of the revenue gap.
The research concluded that afive percent rainy day fund would fall far short of the
likely need, if the goal were to maintain the same level of expendituresin times of
shortfall, while making no change in revenue laws.

The Commission recommendsthat therainy day fund cap beraised
substantially above the level of five percent. The Loca Government Commission
requires that local governments maintain afund balance of at least eight percent in
order to issue debt, far above the state’ s present cap of five percent. The Commission
believes that the state should replenish the fund as quickly as possible after its
expenditure. Rather than relying exclusively on monies left over at the end of the
year to replenish the fund, asisthe current case, the General Assembly should
appropriate monies to ensure that the fund remains healthy. Moreover, the state
should more strictly limit the uses of the rainy day proceeds; specifically, to stabilize

the general fund in an economic downturn.

3. Future Tax Changes

A number of observers have attributed the state’s current budget problems
to the $1.5 billion in permanent annual tax cuts enacted by the General Assembly
in the late 1990s. These tax cuts were not accompanied by commensurate
reductions in state spending, which have contributed to a structural deficit.

The state tax cuts were permanent in nature. This permanent loss of taxes
through elimination of entire tax schedules makes a future increase in taxes even
more difficult.

The Commission recommends that futuretax relief be provided
through one-timerebates or temporary rate reductions. Minnesota, Oregon

and Colorado are among the states that provided rebate checks to their taxpayers
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when times were good and have ceased to do so during these challenging times,

thus mitigating the need for tax increases.

4. Tax Procedure Reforms

Any discussion of the tax code should include discussion of tax procedures. The
complexity of the economy and the tax code make tax administration more difficult
for tax administrators and taxpayers. The Commission finds that it isimportant to

reduce the possibility of conflicts over interpretation of state tax laws.

e Clarify the Secretary of Revenue s authority to addressinappropriate
tax planning strategies by taxpayers. The Commission recommends
clarification of the Secretary of Revenue's power to ensure that it is clear
that the Secretary can void intercompany and other accounting
transactions that are distortive, do not properly reflect state taxable
income, or serve no legitimate business purpose.

e Review tax hearing and appeal processes. The Commission
recommends a review of the administrative tax hearing process within the
Department of Revenue, the appeal processto the Tax Review Board, and
the Property Tax Commission for opportunities to streamline and
otherwise improve the process, including the possibility of anew tax

court.

5. Other Tax Policy Ideas
The Commission also heard testimony on, but did not have time to consider fully, some

other tax policy proposals. The Commission makes no recommendations in regard to

these ideas, other than to identify them as worthy of mention.
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e Increase the cigarette tax in order to reduce the burden of other taxes. North
Carolina s cigarette tax is third-lowest in the nation and the revenues from an
increase could be used to replace revenues lost from areduction in burden of
other taxes.
e Adoption of “green taxes and fees.” Testimony from environmental advocates
found that “ green taxes and fees’ could result in increased revenue, better
environmental outcomes, and improved adherence to the Commission’s goa that
those who benefit from a service pay for its cost.
Conclusion

The budget crisis may provide the motivation for necessary changes in how our
state and local governments obtain the revenues to provide an appropriate level of public
services. Thelast wholesale revision of North Carolina s government finances took
place during the Great Depression. Perhaps these important recommendations will be
accomplished in asimilar manner. The Commission isone of along line of groups to
recommend crucial changesto thetax code. Thislong recognition that long-term
systemic changes are required will help ensure that North Carolina emerges with amore

stable, fairer and simpler system of raising revenue for important public services.
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